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WORKING CAPITAL LN STATE-OWNED ENTER,-RISES
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Li Nan

The financial plan in a state-owned enterprise generaliy reflects the
production plan. It expressen concretely, in terms of money, the result of
various eronomic ~alenlations. Since the enforcement of economic control and
the efficient uce of designated amounts of working capital depend on an ac-
curate computation of the amount needed Yy the enterprise, the computation
of workirg capital is the most important and the wnst cemplicated task in
the financial plan.

. To earry cn production, each state-owned enterprise receives from the
state an adequete mmount of working capital. For each dollar the enterprise
receives as working capital, a certain amount of geods should be produced in
& given time in order that the erterrrise may use the finished gaods to buy
raw materisls for further preduction. The circulation of working capltal
takes place in tnree stages:

%
|

1. Preparation Stage

The enterprise uses its capital to buy raw materials, machinery, tools,
and fuel, In this stuge, working capital takes the form of production materials. N ‘

2. Manufacturing Stage

The prepared materials are used up graduvally in product lon, and woik~
ing capital exists in the form of goods ir process (finished and semifinished

goods). I ‘
A
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3. € 1rcu;a.t ion Stage

This coumsists in sending goods to the storehouse and to market and
ends with the receiving of rayment. In this stage, vorking capital ip epm-
bodied in finishea goods, cash, transfers > end bank accounts. The faster the

The amount of vorking capital required by an enterprise is computed on
the basis of the actual conditions of the precediug year, previous experience,
and the plan for the current year. Many difficulties in computing the neces-
sary amount of working capital have been due to lack of sufficient end relia-
ble bistorical data. Therefore, the following method has been devised to help
those who are responsible for planning.

A, Comput ing Necessary Working Capital in the Preparation Stage

The working capital necessary for the preparation state consists mainly
of basic, subsidiary, and expendable raw materials ; tocls, implements, ete,
Its amount depends on: (1) the amount of tiese materials used up in the pro-
duction stage, (2) the frequency of raw material purchase, and (3) conditions
of supply and demand. I¢ the plant purchases waterials daily, materials
should be stocked for only one day's use. If the plant purckases materials
once every 2 veeks, then a 2 weeks' reserve chould be made. The supply and
demand corditions for raw materials include transportation, geographical dis-
tance from the sources of materials, stvorage, eto,

We should compute accurately the days of reserve in accordance with the
above-mentioned factors. There are two methods for making this computation,

1. Assuming that 20 percent of the hasic production materials are ob-
tained from Source A, 30 percent from Source B, a1 2C percent from Source C,
and assuming that it takes 20, 18, and 17 days, respectively, to get these
raterials from A, B, and C to the plant for entrance into the production proe-
©88,. then the total number of days required for the material reserve is
0.5 x 20) Plus (0.3 x 18} plus {0.2 x 17) or 18.8 days.

This is a rather simplified example. More accurate computation should
rroceed with the computation of each type of production material. The total
of the individual computations will be the days of reserve for the plant as a
vhole. \

2. Days of reserve serving as a basis for computing necessary working
capital may be derived from previous data.

The working capita’ needed for each type of rew material wust be computed
separately, and is equal to the product of the daily consumption and the number
of days that it takes to replace the consumed raw materiaj. The working capi-
tal for tools, implements, and miscellaneous items which are in use regularly
is computed in the same way. Computation for those materials which are not
used regularly must be based on the actual consumed amounts and their conditions
of supply and demand.

For example, if the complete preparation stage requires 18 days, and the
antual consumption of the basic raw materials is 2,372,500,000 yuan or 6,500,000
yuan daily, the raw materials would tie Up & vorking capital of 6,500,000 mule-
tiplied by 18, or 117 million yuan in the 18-day period. Since delays or in-
terruptions often occur in the raw material supply, a safety margin should be
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set up In terms of percentage of the normal resevve., In the above example,

if the safety margin ig 20 percent of the normal Teserve; then the actuml
vorking capital should be 117 million yuan plus (0.2 x 117,000,000) or a total
of 140,400,000 Yuan.

According to the above example, a working capital of 140,4Cu,000 would
assuce the contimuous operation of a plant vhich has an armual consumption of
rrodr~ ion materials of 2,372,500,000 divided by 140,400,000 or 15.9. Bach
turnover takes 365 divided by 16.9, or 21.€ days. Since the safety margin ig
equal to 2 perdent of the normal reserve s one turnover actually requives 18
plus 0.02 multiplieq by 18, or 21.6 days.

Days of reserve = Days in the tota]l Production reriod
Rate of turnover
Rate of turnover = - Total expenditure
Average Production material inventory

Average production materials inventory = X1 4+ 2xp 4 21‘3)4‘ .
2 (n-1

Assuming the monthly production material inventory, tasen at the beginning
and the end of each month last year > t0 be as follows:

Inventory at Reginning Inventory at Eng of

Month of Month (1 million Yuan) Yonth {3 million yuan)
Jan 10 11

Feb 1 12

Mar 12 1k

Apr 14 10

May 10 1o

Jun 12 11

-dJul 1 13

Aug 13 15

Sep 1 12

Oct i2 pal

Nov 11 13

Dec ‘13 10

Assuming the total expenditure on production materials to be 180 million
yuan, and n equal to 13, then:

Yearly average Production material inventory equalg [IO + (2 x 11) »
(2 x12) 4 (leh; 1 (2x20) + (2. x 22) 4 (2 x11) (2'x13) + {2'x15) +
(2x12)+ (2 x 1) 4 (2x13) 4107 2 « 288/24 = 12 (million yuan).
te of turnover = 180/12 « 15
Days of reserve = 365/15 « 24.3 days

. B. Corpuit ing Working Capital in the Manufacturing Stage

Working capital in the manufacturing stage refers to capital invested ip
all finished and semifinished goods in the manufacturing stage from the bring-
ing of raw materials into the plent, through the Processing of the goods , to
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their storage. The amount of the working capital in this stage is determined
by the costs of raw materials and the length of the manufacturing period. The
higher the costs and the longer the manufacturing period, the more working
cap.tal 1s required.

If the total production expenditure is 372,300 ,000,000 yuan per year, then
the expenditure is 72,300,000,000 divided by 365, or 1,020,000 ,000 yuan per
day. If the manufacturing stage takes 5 days under the rresent technical
standards, the working capital invested in the goods in process would amount
to 1,020,000,000 mltiplied by 5, or 5,100,000,000 yuan. Actually the work-
ing capital is less then this amount since raw materials are used gradually
in the production Process. 1In other words, goods in process do not tie up
the entire vorking capital. Therefore » We may be able to find the ratio of
the working capital to the total cost of production by determining Pirst the
composite production factors, or the relationship each productive factor
bears to the total cost of production, and second by determining the nature
of the particular prodvition procesp -~ whether it ig simple or complex,

To compute the average accumrlated input of production materials is g
rather complicated uwatter, The following example 1s given on the basis of
Previous statistics and this year's production plan.

Assuming that the whole production process Tequires 5 dnys, production
materials are applied in accordance with the following schedules

Production Production Materials Accumulated

Period Irput in ¢ of Total Input (in 4)
1st day 50 50
24 day : 20 T0
3& day 10 8o
4th day 10 . : 90
5th day 10 100
390

The production matorial input rer day is expressed in percent of the
total input during the production DPeriod. The averege acrumlsted input of
Production materials in our example is equal tos

390/5 » 78 (78 percent)
This method of computaticn applies to other types of input. ‘

Assume the average material intut ratios for the folloving materials and
expenses: indirect raw materials 0.71, fuel and power 0.81, wages (mcluding
basic wages, bonuses s overtime pay) 0. 35, engine room expenses 0.50, and
general expenses 0.50. The weight of the varicus materials and expenses in
the total costs are: basic materiais 45 percent, indirect materials 8 per-
cent, fuel and power 1.5 percent, wages J.5 percent, engine room expenses 16
percent, and general expergses 20 percent. The average accimulated ‘input of
the total production eXpenses equals the total of the weighted average ac-
cumilated input of various rroduction expenses: '

Besic production materials 0.78 x 0.45 = 0.3510
Indirect raw materials 0.71 x 0.08 = 0.0568
0.81 x 0.015 = 0.01215

Fuel and power
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Wages 0.55 x 0.095 = 0.05225
Engine room expenses 0.50 x 0,016 = 0.0800
Geaeral expenses 0.50 x 0.20 = 0.1000

In our previous example we calculated shat goods in process would tie up
a working capital of 5 »100,000,000 yuan. This means the average accumulated
input of all production factors is equal to one. N we have found that this
is not the case, since all the preduction factors are not applied at once. As
shown in our computation, the average accumulated input of all the productive
factors is 0.6522, ‘herefore » _We only need a working capital of 5 ,100,000,000
yuan multiplied by 0.6522, or 3 326,220,000 Yuan,.in order to maintain cop-
tinuous operation.

The formula is as follows:

Working capital invested in unfinished goods equals the daily production
expenses multiplied by days of the production period maltiplied by the rate
0Z the average accumlated production material input; or

3—'@13—0%;@1@ X5 x 0.6522 = 3,326,220,000 yuan

A safety margin is also necessary in view of the fact that production
operation scmetimes is interrupted by shortage of materials, by mechanical
troubles, power troudbles, ete. Assuming the safety margin to be 20 percent
of the normal working capital, the total necessary working capital for goods
in proceus is 3,326,220,000 multiplied by (1 + 0.2) equals 3,991, 404,000
yuan. The computation of working capital requirement may be more accurate if
the enterprise bresks down the production process into several stages and com-
utes the costs at each stage.

1. Goods in Process

If we substitute the "average accumulated input application of the
productive factors” by "costs of goods in process in percentage of the total
production costs,” we will obtain the working capital invested in 8ouds in
process:

© Working capital invested in goods in process equals the daily pro-
duetion costs multiplied by days of the production period, multiplied by the
costs of goods im prozess ia percent of the total production costs. ‘

As to the costs of goods in proce.s in percent of total production
costs, this may be obtained by previous cost accounte from various production
stages. Thus:

Costs of goods in process in Percent of total costs equal inventories b
of the goods in process in different stages of production divided by daily
production costs multiplied by dasys in thHe production period.

‘If the output is large » the daily production costs are lerge, and the
inventories at various stages are also large. Daily production costs and in-
ventories of goods in p-ocess at various stages move up and down together.
What we have to do is to take an inventory of goods in brocess and find out
the total costs of production per unit of goods.
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The unit cost of goods in process per day equals the unit cost of
finished goods multiplied by the @ays of produstion period.

The inventory of the 800ds in process per day equals the inventory
of goods at the first production stage, plus the inventory of goods in the
second stage, plus etc. equals the unit cost of goods in the Pirst stage,

siplied by the days of production in the Tirst stage plus the unit cost
of goods in the second stage multiplied by the days of production in the
second stage multiplied by the deys of Production in the third stage, plus
ete,

The co~: of goods in process in vercent of the total production costs
18 equal to the inventories of unfinished goods at various strges per unii of
finished goods per day divided by the costs of Per unit of goods in process
per day.

2. Semifinished Goods

Semifinished goods are intermediate goods, the laventory of which
depends on the production quant ity of the finished goods. Thus:

The quantity of semifinished goods used daily equals the average
daily output of the finished goods multiplied by the semifinished goods in
each unit of finished goods.

Working capital invested in semifinished goods equals the daily in-
ventory of semifinished g2o0ds multiplied by the days for makiag reserve mul-
tiplied by the unit coss of the semifinished goods. It can also be computed
from previous data on thre basis of costs at varieme 3tages. The average
oumber of days required to build up & reserve of _mifinished products is
determined by the existing technical level. Unnecessary inventory usually
occurs in the case of semifinished goods. This is mainly *ecause of the tech-
nical limitations, the shortage of replacement parts, machine troubles, etc,
The accumulation of inventory of unfinished gocds cal.s for additional work-
ing capital. It seems necessary thau a safety mergin ke added to the working
capltal necessary for semifinished goods,

C. Cemput ing wbrk:ing Capital in the Cireculation Stage

Capitel which is tied up in the pericd after the goods are produced and
before they are sold is known as working capital in the circulation stage.
Since the various state-owned enterprises have adopted independent account ing
systems and since Payment 1s usually made on delivery, the industrial Pplant,
may calculate its working capitel requirements on the basis of the inventory W
of finjished goods. The vworking capital is equal to the product of the average
daily output multiplied by the price per unit (vholesale price or official
price used in transfer) and multiplied by the average number of days required
to maintain the inventory. The latter should be estimated from actual. sales
conditions; for instance » the time required for Packing and filling of orders ) !
nature of the product, the frequency of broduction orders, and the conditions
of storage. We may use the same method by which we compute the days of reserve
for raw materials to compute the days of inventory period.

Therefore, in computing working capital requirements, ve should use the
methods that are suitable to the actual ccnditions. We should economize on
the use of working capital, Siming at maxtmm effie leacy. We should not let
production be interrupted for lack of woiking capital. Sound management of
working capital will lay the foundation for more effective industria} manage-
ment.

~-END -

-t -

RESTRICTED

] -
Sanitized Copy Approved for Release 2011/10/06 : CIA-RDP80-00809A000700060038-2 “




